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Students’ Department
Edited

by

H. A. Finney

Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners of the Institute. They merely represent the opinion
of the editor of this department.

AMERICAN INSTITUTE OF ACCOUNTANTS
Examination in Accounting Theory and Practice

Part II—Continued
No. 2 (16 points):
A partnership, under the firm name of Bond & Young, commenced a general
commission business, January 1, 1904.
Bond contributed $5,000 and Young $500 as their respective capital invest
ments in the business.
The partnership agreement provided that Bond should receive four-sevenths
of the profits and Young, three-sevenths, no interest to be allowed on partners’
accounts.
They wish to separate as at January 1, 1924, Bond to continue the business
as at present conducted, taking over all the assets and assuming all liabilities;
Young to retire and pay any indebtedness to the firm he may have incurred or
receive whatever amount to which he may be entitled.
You are called upon, the latter part of April, 1924, to ascertain and, from the
data furnished herewith, report as to whether Young is debtor to the firm or
creditor and to what extent.
No books of account were kept, except that the accounts receivable were
recorded and all the cheque-book stubs were available. From these, it was
gathered that Bond and Young each drew out of the business an average of
$20,000 per annum.
The following properties were in the firm name January 1, 1924:
Farm lands in Virginia......................................................................
(Giving an average yearly yield of $75,000 from produce, the
crops maturing in March)
Fruit orchards in Florida—cost........................................................
(Averaging a $48,000 harvest, the crops maturing in January)
Auto. and trucks...............................................................................
(Depreciated value, January 1, 1924)
Cash in bank......................................................................................
Building—Washington street, New York.......................................
(Present value)
Furniture & fixtures—cost................................................................
(Averaging age of five years)
Accounts receivable—good..................................................... .........

$250,000

Total....................................................................................

$820,000

The only liabilities being:
Accounts payable...............................................................
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220,000
10,000
75,000
150,000

10,000
105,000

$120,000
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Solution:
In order to determine whether Young is debtor or creditor to the firm and to
what extent, it is necessary to add the amount of his investment and his share
of the profit, and deduct his drawings. This in turn necessitates the deter
mination of the profits and this can be done only by single entry. This re
quires the preparation of a statement of assets and liabilities as of December 31,
1923.
In preparing the statement of assets and liabilities, it is necessary to reach a
decision as to the value of the maturing crops. It seems fair to pro-rate these
earnings on a monthly basis, assuming that the crop which matures in March is
three-fourths earned at December 31, and that the crop which matures in Janu
ary is eleven-twelfths earned at December 31. The furniture and fixtures are
depreciated at the rate of 10% per annum.
Bond & Young
STATEMENT OF ASSETS AND LIABILITIES, DECEMBER

31, 1923

Assets:
Farm lands in Virginia:
Value of land........................................................ $250,000
Estimated value of crops:
Annual income $75,000; crops maturing in
March; three-fourths regarded as accrued at
December 31, 1923..........................................
56,250 $306,250
Fruit orchards in Florida:
Value of orchards................................................. $220,000
Estimated value of crop:
Annual income $48,000; crops maturing in
January; eleven-twelfths regarded as accrued
at December 31, 1923......................................

$44,000 $264,000

Auto and trucks—depreciated value...........................................
10,000
Cash in bank................................................................................
75,000
Building—Washington street, New York................................... 150,000
Furniture and fixtures.................................................
10,000
Less depreciation for five years at the rate of ten
per cent per annum......................................
5,000
5,000

Accounts receivable.....................................................................

105,000

Total assets........................................................................... $915,250
Liabilities:
Accounts payable.................................................................. 120,000
Net assets.............................................................................. $795,250
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Bond & Young

31, 1923
Net worth, December 31, 1923........................................................... $795,250
Less investments, January 1, 1904:
Bond............................................................................
$5,000
Young..........................................................................
500
5,500
PROFIT-AND-LOSS STATEMENT, JANUARY 1, 1904, TO DECEMBER

Increase in net worth.......................................................................... $789,750
Add drawings:
Bond—$20,000 per annum for 20 years..................... $400,000
Young—$20,000 per annum for 20 years...................
400,000 800,000

Total profit......................................................................... $1,589,750
Divided as follows:
Bond—4/7........................................................................................ $908,429
Young—3/7...................................................................................... 681,321

Total.................................................................................... $1,589,750

Bond & Young
STATEMENT OF CAPITAL ACCOUNTS, JANUARY 1, I904, TO DECEMBER 31, 1923

Investments, January 1, 1904.........................
Profits for 20 years..........................................
Total.........................................................
Less drawings...................................................
Net worth, December 31, 1923...............

$5,000
908,429

$500
$5,500
681,321 1,589,750

$913,429 $681,821 $1,595,250
400,000 400,000
800,000
$513,429 $281,821

$795,250

No. 3 (10 points):
The American Manufacturing Company owns all the capital stock of the
Columbia Selling Company. Condensed balance-sheets of these companies,
as at December 31, 1923, were as follows:
American Manufacturing Company
All assets.........................................................................................

All liabilities...................................................................................
Capital stock..................................................................................
Capital surplus, arising from appreciation of plant.......................
Earned surplus...............................................................................
Columbia Selling Company
All assets........................................................................................

All liabilities...................................................................................
Capital stock..................................................................................
Earned surplus...............................................................................
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$1,500,000

$ 300,000
700,000
200,000
300,000
$1,500,000
$ 250,000

50,000
100,000
100,000
$ 250,000

$
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The Columbia Selling Company is incorporated under the laws of X state.
It has been decided, in order to effect certain savings, to incorporate, as at
December 31, 1923, a new company of the same name under the laws of the
state of Y and increase the capital stock to $150,000, which is to be owned by
the American Manufacturing Company.
There will be no change in the assets or liabilities, no cash or its equivalent
being introduced in the reincorporation.
Prepare condensed balance-sheet for the Columbia Selling Company after
the reincorporation and state your reasons for the changes made in capital
stock and surplus.

Solution:
Columbia Selling Company
CONDENSED BALANCE-SHEET, DECEMBER 31, 1923

All assets...............................................................

$250,000

All liabilities....................................
Capital stock........................................................
Capital surplus......................................................

$50,000
150,000
50,000
$250,000

The fact of reincorporation means that what was earned surplus to the old
company can not be regarded as earned surplus to the new company; the excess
of the net assets over the par value of the stock issued at the time of reincor
poration is paid-in surplus, which appears in the foregoing balance-sheet as
capital surplus. It might also appear as premium on stock.
The fact that the new company is incorporated in the state of Y while the
old company was incorporated in the state of X, is immaterial. The essential
fact is that the old company goes out of existence and a new one takes its place;
hence profits earned before the beginning of the life of the new company can
not be regarded by that company as earned surplus.
The $50,000 of capital surplus is, however, available for dividends. This is
not the result of the fact that it was earned surplus of the old company; any
premium on stock is available for dividends.
The problem does not ask for any statement of the entries to be made by the
holding company to give effect to the reincorporation of the subsidiary, but the
point is interesting. The following comments on this phase of the problem are
not to be regarded, however, as an essential part of the solution.
The holding company should make no entries whatever to record the re
incorporation of its subsidiary, since no change has occurred in the value of its
stock holdings. At most the holding company could only regard the additional
stock received as a stock dividend.
But the reincorporation will give rise to certain problems in connection with
the preparation of consolidated balance-sheets at the date of, and at dates
subsequent to, the reincorporation. The method of preparing the consolidated
balance-sheet will depend upon the price paid by the holding company for the
stock of the old company, and upon whether the holding company has followed
the practice of carrying the stock at cost or has taken up the earnings of the
subsidiary. It is impossible to illustrate all possible conditions, but two illus
trations may be helpful.
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Let us assume that the holding company purchased the stock of the old
subsidiary, $100,000 par value, at a date when the subsidiary had a surplus of
$25,000, and that the holding company paid $140,000 for the stock. Let us also
assume that the holding company has carried this stock at cost. Of the
$1,500,000 of assets shown on the holding company’s balance-sheet, therefore,
$140,000 represents the carrying value of the subsidiary stock, and $1,360,000
represents the value of other assets. The working papers for the preparation
of a consolidated balance-sheet of the two companies immediately prior to
the reincorporation of the subsidiary, would be:
WORKING PAPERS

American Columbia Eliminations Consolidated
Assets
Stock of Columbia Com
$140,000
pany............................
Eliminate book value
at acquisition:
$100,000
Par.......................
25,000
Surplus.................
$15,000
Goodwill....................
1,610,000
Other assets.................. ... 1,360,000 $250,000
$1,500,000 $250,000

Liabilities
All liabilities................. ...
Capital stock:
American...............
Columbia...............
Capital surplus.............
Surplus:
American..............
Columbia...............
Eliminate surplus at
acquisition.........
Remainder.............

$300,000

$125,000

$1,625,000

$350,000

$50,000

700,000

700,000
100,000

$100,000
200,000

200,000

300,000

300,000

100,000
25,000

75,000
$1,500,000
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$250,000

$125,000

$1,625,000
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From these working papers the following balance-sheet would be prepared:
American Manufacturing Company and Subsidiary
CONSOLIDATED BALANCE-SHEET, DECEMBER 31, 1923

Assets
Goodwill.........................
Other assets....................

Liabilities
All liabilities...............
Capital stock.............
Capital surplus, arising
from appreciation of
land......................
Surplus........................

$15,000
1,610,000

$1,625,000

$350,000
700,000

200,000
375,ooo

$1,625,000

It will be noted that the surplus shown in the foregoing consolidated balancesheet consists of the holding company’s surplus of $300,000 plus the $75,000
increase in subsidiary’s surplus since the date of acquisition.
Let us now consider the working papers to be prepared in making a consoli
dated balance-sheet at the same date, but immediately after the reincorpora
tion. The entries for the reincorporation are given effect to in the subsidiary’s
balance-sheet, but no change has been made in the holding company’s balancesheet.
WORKING PAPERS

American Columbia Eliminations Consolidated
Assets
Stock of Columbia Com
pany............................
$ 140,000
Eliminate book value
at acquisition..........
$125,000
Goodwill..............
$15,000
Other assets........................ 1,360,000 $250,000
1,610,000
$1,500,000 $250,000

Liabilities
All liabilities.......................
Capital stock:
American....................
Columbia....................
Capital surplus:
American....................
Columbia....................
Surplus...............................

$300,000

$125,000

$50,000

$350,000

700,000

700,000

150,000

$150,000

200,000

50,000

25,000 *

300,000
$1,500,000 $250,000
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$1,625,000

$125,000

200,000
75,000
300,000
$1,625,000
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It will be noted that the entire stock of the subsidiary has been eliminated;
this is necessary because no stock is outstanding in the hands of minority
interests. But since the book value of the stock at acquisition was $125,000,
only this amount can be eliminated from the stock account on the asset side
of the working papers; therefore only $125,000 can be eliminated from the
liabilities. Hence, after eliminating $150,000 from the stock on the liability
side, it is necessary to make a negative elimination, or addition, on the surplus
line.
The balance-sheet which would be prepared from these working papers
would be identical with that prepared from the preceding working papers.
It would show a surplus of $375,000, consisting of the $300,000 of surplus
shown by the holding company’s books, and the $75,000 of earnings made by
the subsidiary subsequently to the date of the acquisition of the stock by
the holding company.
It might appear that the holding company should not show any of the sub
sidiary’s earnings as surplus, since these earnings have now been converted
by the reincorporation into capital surplus. This is open to debate. The
accumulated earnings are certainly $375,000, of which $300,000 are holding
company’s own earnings, and $75,000 are earnings of the holding company
on its investment in the subsidiary. On the basis of that argument alone the
showing of $375,000 of surplus would seem to be justified. But it is also true
that the subsidiary can now pay only $50,000 in dividends, this being the
amount of the paid-in surplus or premium on stock of the reincorporated
subsidiary. If, therefore, it is desired to show as consolidated surplus only the
amount which the holding company could pay as dividends to its stockholders,
the surplus would be reduced to $350,000, consisting of the holding company’s
own surplus, and the $50,000 which the subsidiary is able to pay as dividends
to the holding company, and which the holding company could in turn pay
to its stockholders. The remaining $25,000 of the subsidiary’s surplus earnings
since acquisition by the holding company, would be shown on the consolidated
balance-sheet as capital surplus.
No. 4 (20 points):
It is proposed to make the following changes in the capital of a certain
company in order to reduce the annual expenses appertaining thereto.
An issue is to be made of $1,100,000, 10-year, 5%, first mortgage bonds
with a first lien on the plant and equipment and $1,000,000, 10-year, 6%,
second mortgage bonds, giving a general lien on all the assets of the company,
subject to the prior lien of the first-mortgage bondholders.
All the bonds are redeemable at par: they are to be sold to an underwriting
syndicate at 95, the syndicate to pay all expenses of the issue.
The proceeds from the sale of the bonds are to be used to redeem the out
standing balance of 18,475 shares ($1,847,500) of 8%, second preferred stock
at 105 as provided by the terms of the issue. All the second preferred shares
are then to be canceled.
(Assume a quarterly dividend on second preferred stock to have been de
clared, payable at date of redemption.)
The common stock is to be changed into shares of no par value, in the pro
portion of five new shares for one old share. This stock appeared on the last
balance-sheet as follows:
Common stock authorized, 115,000 shares, par value $100
Issued, 6,000 shares, book value at date of formation of the com
pany........................................................................................
$1,250,514
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Prepare a balance-sheet giving effect to the proposed changes with regard
to bonds, capital stock and surplus in accordance with the foregoing data and
the following details:
1st preferred convertible, 8%, authorized 35,000 shares, par value
$100—
Total outstanding, 24,315 shares..................................................
$2,431,500
Sinking fund, on deposit with trustee, to retire 1st and 2nd, pre
ferred stocks...........................................................................
1,275,833
Surplus...........................................................................................
731,252
All preferred shares previously purchased had been canceled and written
off at cost from the sinking fund.
Show how much the company should save by this new arrangement and
mention any advantages or disadvantages to be derived therefrom.
Solution:
The balance-sheet before financing, the changes resulting from financing,
and the balance-sheet after financing, are shown in the following working
papers:
WORKING PAPERS

Before
Financing

Assets
Sinking fund....................... $1,275,833
Other net assets.................. 4,371,369
Discount on first mortgage
bonds...........................
Discount on second mtge.
bonds...........................
Cash....................................

Financing Transactions
Credit
Debit

$55,000 A

After
Financing
$1,275,833
4,371,369
55,000

50,000 B
1,045,000 A $1,939,875 C
950,000 B
36,950 D

$5,647,202

50,000

18,175

$5,770,377

Liabilities
$2,431,500
First preferred stock.......... $2,431,500
Second preferred stock.. . . 1,847,500 $1,847,500 C
$1,100,000 A 1,100,000
First mortgage bonds........
1,000,000 B 1,000,000
Second mortgage bonds. . .
Dividends payable............
36,950
36,950 D
600,000
600,000
Common stock...................
638,877
Surplus................................
731,252
92,375 C
$5,647,202 $4,076,825

$4,076,825

$5,770,377

The financing transactions are explained as follows:
A—Issue of first mortgage bonds, par value..................... $1,100,000
Discount—5%......................................................
55,ooo

Cash proceeds..................................................................$1,045,000
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B—Issue of second mortgage bonds, par value....... $1,000,000
Discount—5%..............................................................
50,000
Cash proceeds...............................................................

$950,000

C—Redemption of second preferred stock, $1,847,500. While the sink
ing fund was established for the retirement of both the first and
second preferred, the problem states that the second preferred was
retired from the proceeds of the bonds.
D—Payment of dividend on second preferred stock.

From these working papers the following balance-sheet, required by the
problem, is prepared:
Name

of

Company

BALANCE-SHEET, DATE--------

Assets
Cash....................................................................................................
Sinking fund, on deposit with trustee, to retire preferred stock........
Other net assets.................................................................................
Discount of first mortgage bonds payable........................................
Discount on second mortgage bonds payable.................................

$18,175
1,275,833
4,371,369
55,000
50,000
$5,770,377

Liabilities
Preferred, convertible, 8%, capital stock, par value $100 per share;
authorized 35,000 shares, issued and outstanding 24,315 shares $2,431,500
Common capital stock, no par value; authorized ? shares, issued
and outstanding 30,000 shares...................................................
600,000
First mortgage, 10-year, 5%, bonds, due ? ................................ 1,100,000
Second mortgage, 10-year, 6%, bonds, due ? ...........................
1,000,000
Surplus................................................................................................
638,877
$5,770,377

It will be noted that the 30,000 shares of no-par-common stock are shown at
a value of $600,000, which is the par value of the 6,000 shares of old par value
common called in and exchanged. The problem states that the book value of
the common stock at the date of the formation of the company was $1,250,514.
If, at the time of the formation of the company, 30,000 shares of no-par-value
stock had been issued instead of 6,000 shares of par-value stock, the company
might have credited the entire $1,250,514 to the common-stock account, instead
of crediting (presumably) $600,000 to common stock and $650,514 to surplus.
But, after the lapse of years, the change from par value to no par does not
require the conversion into capital stock of an amount which the stockholders
have long regarded as surplus. The conversion from par to no par merely
increases the number of shares and does not necessarily change the distribution
of the common stock equity as between stock and surplus.
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The company makes a saving by eliminating the 8% dividends on the pre
ferred stock and substituting 5% and 6% bond interest rates, as follows:
Dividends at 8% on $1,847,500 of second preferred stock.............
Interest at 5% on $1,100,000 of first mortgage bonds.. . $55,000
Interest at 6% on $1,000,000 of second mortgage bonds 60,000 115,000

Annual cash saving...........................................................
But against this must be charged the annual discount to
be amortized, as follows:
One tenth of $55,000 discount on first mortgage
bonds................................................................... $5,500
One tenth of $50,000 discount on second mortgage
bonds................................................................... 5,000
Net annual saving...........................................................

32,800

10,500
$22,300

Against this saving there may be offset the premium of $92,375 paid for the
retirement of the second preferred stock. This may or may not be a loss prop
erly chargeable against this financing transaction, as there is no information to
show the price at which the preferred stock was being redeemed through the
operation of the sinking fund.
The net annual saving of $22,300 is further subject to the modification that
the financing provided the company with an extra $18,175 in cash, so that the
total interest of $115,000 is not being incurred entirely to eliminate the pre
ferred stock on which annual dividend payments of $147,800 would have been
made.
The problem does not contain any information as to the sinking fund require
ments which prevailed in regard to the second preferred stock, and hence there
is no way to compare the financial burdens of meeting the preferred-stocksinking-fund requirements and the bond-sinking-fund requirements. It is
possible that the meeting of bond requirements of $2,100,000 with a definite
ten year maturity may place a greater strain on the working capital than was
caused by meeting the sinking-fund requirements of the preferred-stock issue.
No. 5 (20 points):
The following items are included in the income-tax return of John Jones,
single, a United States’ citizen living in New York, for the year 1923.
For income-tax purposes, indicate which items are taxable for both surtax
and normal tax, for surtax only, allowable deductions to arrive at net income,
credits against net income for normal tax and credits against tax payable. If
any income or deductions are improperly included, indicate which they are
and why they should not be considered.
Securities sold:
Cost, April, 1922...............................................
$1,000.00
Sold, March, 1923.............................................
700.00
$300.00
Personal exemption........................................................................
Dividends—
U. S. Steel Corporation, common stock................................
Lost Hope Gold Mining Co. of Arizona...............................
(Notice sent with dividend says earned surplus was ex
hausted by payment of last previous dividend)
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Dividend from John Barker & Co., Ltd., London,
England...................................................... £10. o. o.
Less British income tax deducted at source. . .
3. 0. 0.

45.00
13.50

£ 7. 0. 0.
$32.50
Rent paid for business property...................................................
2,500.00
Other business expenses.................................................................
7,500.00
Business income.............................................................................
20,000.00
Interest received on U. S. railway bonds containing 2% tax-free
covenant clause.......................................................................
800.00
Interest received on New York city corporate stock..................
450.00
Interest received on loan to friend...............................................
10.00
Interest paid on mortgage on dwelling house..............................
600.00
Interest paid on bank loans..........................................................
120.00
Taxes, etc. on dwelling house—
Sewer assessment....................................................................
250.00
Regular levy...........................................................................
400.00
Premium paid on life-insurance policy, Jones’ sister, beneficiary
200.00
Payments to Jones’ mother, residing in London—$100 per month
1,200.00
Contributions—
To church...............................................................................
100.00
Red Cross........................................................................
100.00
Golf-club trophy fund....................................................
50.00
Calculation of tax is not required. Classify the items as between income,
deductions, credits against net income for normal tax, credits against tax
payable, non-taxable income and unallowable deductions.
Explain any classification which you think requisite.
All terms are used in the sense employed by the United States treasury
department.

Solution:
This problem refers to income for the year 1923; therefore the solution must
be in accordance with the revenue act of 1921, and regulations 62 relating to
that act.
Income subject to normal and surtax:
Dividend from John Barker & Co., Limited,
London, England..............................................................
Business income........................................................................
Interest on United States railway bonds................................
Interest on loan to friend.........................................................

$45.00
20,000.00
800.00
10.00

Total.................................................................................. $20,855.00
Income subject to surtax:
Dividend on U. S. Steel Corporation, common stock...............
500.00

Total income.....................................................................
Allowable deductions:
Loss on securities sold...........................................
Rent paid for business property............................
Other business expenses.........................................
Interest paid on mortgage.....................................
Interest paid on bank loans..................................
Taxes on dwelling house........................................
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$300.00
2,500.00
7,500.00
600.00
120.00
400.00

$21,355.00
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Contributions—
To church................................................
100.00
To Red Cross..................................................
100.00
Total deductions........................................................

11,620.00

Taxable income................................................................... $9,735.00
Credits against net income for normal tax:
Personal exemption............................................ $ 1,000.00
Credit for mother, if taxpayer is her chief sup
port and if she is incapable of self-support........
400.00
Total..................................................................................
Non-taxable income:
Liquidating dividend from Lost Hope Gold Min
ing Company.................................................. $1,000.00
Interest received on New York City corporate
stock. (It is assumed that this stock was
originally issued by the city of New York for
corporate purposes.).......................................
450.00

$1,400.00

Total..................................................................................
Non-deductible items:
Sewer assessment...............................................
$250.00
Premium on life insurance.....................................
200.00
Payments to mother.............................................. 1,200.00
Contribution to golf trophy fund.........................
50.00

$1,450.00

Total.................................................................................. $1,700.00
Credits against tax payable:
British income tax deducted at source...............
$13.50
Interest on tax-free covenant bonds, 2% of
$800.00................................................................
16.00
----------$29.50
Explanation of items excluded:
Dividends from Lost Hope Gold Mining Company.—Liquidation dis
tributions are not dividends within the meaning of the revenue act of
1921. Such distributions are to be applied to reduce the cost or other
basis of the stock.
Interest received on New York City corporate stock.—Interest paid by
states, and subdivisions thereof, is not taxable.
Sewer assessment.—Special assessments are treated as capital expendi
tures under the act; therefore such expenditures are not deductible.
Premium on life insurance.—Insurance premiums are not ordinarily
allowable deductions under the act.
Payments for support of mother are not proper deductions under the
revenue act.
Contribution to golf trophy fund.—This item is not deductible, because
it does not meet the requirements of article 251 of regulations 62.
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No. 6 (10 points):
John Jones, president and owner of 90% of the capital stock of the Jones
Commission Company, asks you to audit the accounts of his company and sub
mit a report to him with copies.
The audit will cover the transactions during the three months ended Decem
ber 31, 1923, and is being made to determine the general accuracy of the records
and the trustworthiness of the accounting staff.
Your report will consist of a general statement in narrative form without
balance-sheet or income statement.
In the reply to your request for confirmation of the bank balance, you are
advised that there is a liability to the bank for a loan amounting to $20,000.
The bookkeeper informs you that this represents the discount of the personal
note of John Jones, drawn to the order of the Jones Commission Company and
credited to his personal account on the company’s books. Your inspection of
the records substantiates this statement and you further ascertain that the
credit to John Jones’ personal account had been extinguished by withdrawals
of cash equalling or exceeding the proceeds of the note.
What action would you take regarding the transactions relative to this note?

Solution:
A comment of the following nature would appear to meet the requirements of
the situation:
“The company was contingently liable, at December 31, 1923, as endorser of
a personal note of John Jones, president of the company, in the amount of
$20,000.00, dated-------- , due-------- , and discounted at-------- bank on------- ,
1923. The credit passed to Mr. Jones’ personal account at the time the note
was received by the company has been subsequently exhausted by withdrawals
of cash.”
The transaction borders too closely upon the ultra vires to go uncommented
upon, but it is probably sufficient to state the facts without attempting to pass
judgment upon their propriety.

Costs

in a

Seasonal Business

The following problem in determining manufacturing costs in a business
which is subject to radical fluctuations in monthly production, involves
interesting points of theory which seem to make it worthy of somewhat lengthy
discussion. The company deals in a product which has a large sale in warm
months and very little sale in cold months. Production tends to follow the
sales curve. However, the skilled labor required for the manufacture of the
article is kept through the dull season so that it will be available for the busy
season; consequently, while material costs vary with the quantity produced,
the labor costs do not similarly fluctuate. The material used is subject to
some variation in cost due to market conditions.
The editor is informed that the figures in the following table represent ap
proximately the experience of the company, some changes having been made
to bring the figures to round amounts. It is believed that these slight changes
do not materially affect the problem.
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Production Costs

1913:
Jan............
Feb............
Mar...........
Apr............
May..........
June..........
July..........
Aug...........
Sept..........
Oct............
Nov...........
Dec...........

Number
100
115

220
3,200
4,600
5,950
6,300
6,750
5,200
850
300
140

Total .

33,725

1924:
Jan............
Feb...........
Mar... ....
Apr............
May..........
June..........
July..........
Aug...........
Sept...........
Oct............
Nov...........
Dec...........

90
75
250
3,720
4,360
6,325
6,720
7,310
6,205
960
412
125

Total .

36,552

Material
$205
240
465
6,850
9,720
11,600
12,975
13,820
11,300
1,875
770
325

Labor

$975
975
1,200
1,200
1,350
1,350
1,350
1,350
1,350
975
975
975

$70,145 $14,025

$215
190
640
8,625
9,485
13,245
14,820
16,280
14,195
2,300
1,120
305

$975
975
975
1,250
1,250
1,250
1,250
1,250
1,250
1,000
1,000
1,000

$81,420 $13,425

Overhead
$480
523
567
695
865
715
735
685
820
1,320
730
640

Total
Each
$1,660 $16,600
1,738 15.113
2,232 10.145
8,745 2.733
11,935 2.595
13,665 2.297
15,060
2.390
15,855
2.349
13,470
2.590
4.906
4,170
8.250
2,475
1,940 13.857

$8,775 $92,945

$515
523
580
628
965
765
730
685
780
1,215
805
720

2.756

$1,705 $18.944
1,688 22.507
8.780
2,195
10,503 2.823
11,700 2.683
15,260 24. 13
16,800 2.500
18,215 2.492
16,225 2.615
4,515 4.703
7.100
2,925
2,025 16.200

$8,911$103,756

2.839

The company has been in the habit of preparing monthly profit-and-loss
statements. The cost of sales shown in these statements has been determined
as follows: Add the quantity in the opening inventory and the quantity pro
duced during the month; add the cost of the opening inventory and the total
of material, labor and overhead entering into production during the month.
Divide the total cost thus obtained by the total quantity (inventory plus
production) to obtain an average cost. Multiply the number of units sold
during the month by this average cost to determine the cost of goods sold, and
multiply the number of units in the inventory at the end of the month by the
same average cost to determine the value of the inventory at the end of the
month. The result of this procedure during the year 1924 was as follows:
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January:

February:

March:

April:

May:

June:

July:

August:

Quantity
1,200
90

Opening inventory . . . .
Production.................

Total.......................
Cost of sales...............

1,290
120

Opening inventory . . .
Production..................

1,170
75

Total....................... ...
Cost of sales................

1,245
115

Opening inventory. . . ...
Production..................

1,130
250

Total............... . ... . ...
Cost of sales...............

1,380
856

Opening inventory. . .
Production.................. . . .

524
3,720

Total....................... • • •
Cost of sales............. . . . .

4,244
3,525

Opening inventory . . .
Production.................. ...

719
4,360

Total...................... . . . .
Cost of sales............... ...

5,079
4,285

Opening inventory. . .
Production................ . . . .

794
6,325

Total..................... ....
Cost of sales

7,119
6,445

Opening inventory . . .
Production................ ....

674
6,720

Total..................... . . . .
Cost of sales............. ....

7,394
6,256

Opening inventory. . . ...
Production................ ....

1,138
7,310

Total.....................
Cost of sales............. ....

7,280

231

Average
Cost

$5.678
5.678

Cost
$5,619.60
1,705.00
$7,324.60
681.36
$6,643.24
1,688.00

6.692
6.692

$8,331.24
769.58
$7,561.66
2,195.00

7.070
7.070

$9,756.66
6,051.92
$3,704.74
10,503.00

3.348
3.348

$14,207.74
11,801.70

$2,406.04
11,700.00

2.777
2.777

$14,106.04
11,899.45
$2,206.59
15,260.00

2.453
2.453

$17,466.59
15,809.58
$1,657.01
16,800.00

2.496
2.496

$18,457.01
15,614.98

$2,842.03
18,215.00
2.493
2.493

$21,057.03
18,149.04
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September: Opening inventory....
Production.................... . .

1,168
6,205

Total.........................
• • 7.373
Cost of sales.................
6,320

October:

Opening inventory.... . .
Production....................

2.595
2.595

3.600
3.600

December: Opening inventory....
Production....................

1,680
125

Total
Cost of sales.................

1,805
260

$7,247.59
1,512.00

$5,735.59
2,925.00

1,593
412

Total.........................
. . 2,005
Cost of sales.................
325

$19,132.99
16,400.40

$2,732.59
4,515.00

1,053
960

Total.........................
. . 2,013
Cost of sales.................
420
November: Opening inventory .... . .
Production....................

$2,907.99
16,225.00

4.319
4.319

$8,660.59
1,403.68

$7,256.91
2,025.00
5.142
5.142

$9,281.91
1,336.92

Closing inventory........ . . 1,545
5.142
$7,944.99
It becomes apparent at this point that the use of this method results in a
valuation of the December 31st inventory at $5.142 per unit, although the
average cost of production during the year was only $2,839.
The use of this method also results in profit-and-loss statements which are
practically worthless, as will be apparent from the variations shown in the
following statement. Sales throughout the year were made at a fixed price
of $5.00 per unit.

Month
January..........
February........
March............ .
April...............
May................
June................
July................
August............
September.......
October............
November........
December.........
*Loss.

Statement of Gross Profit by Months—1924
Quantity
Selling
Gross
Sold
Price
Cost
Profit
Per Cent
120
$600.00
$681.36
$81.36* 13.56*
575.00
769.58
115
194.58* 33.84*
856
4,280.00
6,051.92
1,771.92* 41.40*
17,625.00
11,801.70
5,823.30
33.04
3,525
4,285
21,425.00
11,899.45
9,525.55 44.46
6,445
32,225.00
15,809.58
16,415.42 50.94
6,256
31,280.00
15,614.98
15,665.02 50.08
7,280
36,400.00
18,149.04
18,250.96 50.14
6,320
31,600.00
16,400.40
15,199.60
48.10
420
2,100.00
1,512.00
588.00
28.00
1,625.00
1,403.68
221.32
13.62
325
260
1,300.00
2.84*
1,336.92
36.92*
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The company wishes to prepare its monthly statements and determine
its costs in such a manner as to regard the whole year as a unit, show
ing approximately the same rate of gross profit on sales made during the winter
months as on sales made during the summer months; it also wishes to arrive
at fair values for its inventory at the end of the year; and it wishes to give
effect in its costs to fluctuations in material, labor and overhead costs as be
tween years.
Possible methods of accomplishing this will be discussed in a subsequent
issue.
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